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Prefiminary Review of NASD/LIFFE Contract Market Application
Submissions dated June 6, 2001, through June 25, 2091

DESIGNATION CRITERION

Designation Criterion 2 - Capacity to Prevent Market Manipulation. The
Exchangc has indicated that it anticipates signing an agreement with NASDR to
perform its compliance and market surveillance functions. However the draft
staternent of work by NASDR is not sufficiently detailed for staff to evaluate the
market surveillance program.

a.

Designation Criterion 3 - Rules to Ensure Fair and Equitable Trading,

The rules and trading procedures regarding pre-negotiated business still appear to
allow some forms of pre-arranged trading, and to allow pre-urranged trades to be
executed without exposurc to an open and competitive market. The elements of the
problem are as follows: Rule 4.8.1 bars pre-arranged trades “cxcept where
contemplated by the Rules (or by procedures implemented by the Exchange
thereunder),” while under Trading Procedure 4.8.1, matching business may be
procured for an order by pre-negotiation within the same member, with other
members, or with customers.

Under one possible reading of the rules, pre-negotiation could involve disclosing
customer urders not yet entered into the system. Trading Procedure 4.10.1(g) bars
disclosing a customer order in wholc or in part for the benefit of a member or any
other individual or firm. However, Trading Procedure 4.11.7 appears to say that it 1s
permissible to use knowledge of an order not yet fully submitted to the market to
either (a) influence others to make trading decision or (b) deliberately provide
information which allows others to make trading dceisions, in order to procure
matching business in the pre-negotiation context. The rules also provide [or non-
competitive execution of pre-arranged trades. Under Trading Procedures 4.8.2 and
4.8.3, orders for which matching business has been {ound by pre-ncgotiation may be
entered o the Trading Host without delay between submission of the buy and scll
orders involved, unless there is no resting bid or ofler for the rclevant contract month
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or strategy, in which case a Request for Quote must be cntered and the matching

business can only be (and must be) entered after a five second delay for futures or a

fiftcen second delay for options.

The Division of Trading and Markets has previously allowed into eflect a CBT
policy regarding pre-execution communications concerning a/c/e trading which
allows pre-negotiation of matching business, but requires, in cases where there was
two-way pre-trade communication, a delay of five scctions for futures or fifteen
seconds for options before the matching order could be entered, in order to give other
market participants an opportunity o obscrve and participate in the trading activity.
Therefore, unlike the proposed Nasdaq LIFFE rules, the CBT rule requires a dclay
betwien entry of the two sides of a pre-negotiated trade. Entry of both sides of a pre-
negotiated trade without a delay to allow other market participants the chance to
obscrve and participate would constilute noncompetitive trading. The Nasdaq LIFFE
rules do require a live or fifteen second delay in cases where no resting buy or sell
order in the relevant contract month or strategy exists. However, the delay follows an
RIQ rather than a buy or sell order, and RI'Qs are not “live” orders cxposed to the
market risk of being hit or lified by other market participants. On June 18, the
Fxchange indicated that the rules do at present allow entry of both sides of a
prearranged trade without any delay between (hem (unless no resting order exists, as
noted above), bul stated that this part of the rules is still in flux and may be changed.
a. Please explain how these rules comply with the designation criterion requiring

rules to cnsure fair and equitable trading.

b. Please clarify whether customer permission is required prior to pre-necgotiation in
rclation to the customer’s order. Would pre-negotiation in connection with a
customer order be considered exercise of discretion under Rule 4.20(a), and thus
require written authorization?

¢. Please clarify the relationship between ATS Trading Procedure 4.20 with the pre-
arranged trading rules mentioned above. .

d. For situations when the rule requires an RF(QQ, plcasc clarify whether a response to
the RTFQ must be received before the pre-negotiated order can be entered.

¢. Do the rules require, when a pre-negotiated trade is entered, that a particular side
--— customer or proprictary — be entered first?

f ‘I'rading Procedure 4.15 (“Strategy Trades”) calls for creation of separate markets
for each stratcgy where one or more RF(Qs have been submiticd. Are these
markets completely separate [rom the primary market? If so, would the separate
markets affect liquidity in the primary market, and if so, how? Would the
separate markets be open to all, and offer all the same screen, including the samc
depth of screen?

p. Trading Procedure 4.8 allows orders for matching business so obtained Lo be
entered as cross-trades, without any delay between submission of the buy and sell
orders, i.e., without real exposurc to the competitive market. Under Trading
Proccdure 4.9, such cross-trades can be done in onc of two ways. If no other bid
or offer is in the queuc for the contract month in question, a Request for Quote
must be entered at least 5 seconds earticr for futures or 15 seconds earlier for
options. If a bid and offer for the contract month are alrcady in the queue, the
pre-negotiated matching business may be entered as a cross-trade in the case of
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certain contracts and/or certain categories of members if the trade is within the
bid-olfer spread. How does this apparent prearranged trading comply with this
designation criterion?

h. Although the application implies that system usecrs will not see the status or origin
of particular orders, it is not cntirely clear what system users will sce (see page 16
vs. page 33). Furthermore, it is not clear what is the depth of book that will be
seen by system users. Will there be a user guide for the system (is there a user
guide, or is a Liffe user guide available with commentary on the differences from
the Liffe trading system to the Nasdaqg/Liffe trading system)? If so, it would be
helpful to see the user guide as well as to view the system.

I _ [AVRTELY
(odL8)

j. Draft Trading Procedure 4.2, addressing EFPs involving actuals, was eliminated.
Does anything in the application now address such EFPb‘? Will they be
permilied?

k. Under Rule 4.21.2(b), it appcars that Members who are not ¢ligible contract
participants could arrange block trades. This is contrary to previous Commission
requirements that all block trade participants, whether agents or principals, be
eligible contract participants.

I. Please clarify the time rclationship between Rule 4.21.8, which says the Exchange
will publish block trades immediately after their receipt, and Rule 4.21.7(1),
which says the Exchange will check the validity of block trade details and
confirm the block trade’s execution only when satisfied on validity. Which
comes first, or are these steps simultaneous?

m. Please provide an explanation of Rules 4.1.1,4.4.1 and 4.8.1. Is an “allocation”
whal we call bunched orders?

Designation Criterion 4 - Trade Execntion Facility,

a. Please provide the pro-rata algorithm, and plcase explain further how and why the
exchange will decide which prioritization will be used in specific instances, or
how surveillance would be able to know which prioritization was, in fact, used.

b. Please clarify the mcaning of the proviso attached to Trading Procedure 4.3.1(b),
which is unclear. (The proviso says that for all orders, whether governed by
price-lime priority or price-pro-rata priority, if backwardation (bids higher than
offers) exists at Market Open and is dealt with by the uncrossing algorithm
specified in Trading Procedure 4.3.2, then Market On Open orders may take
priority over Limit orders submitted during the pre-open period, by trading with
other Market On Open orders, where such Limit orders cannot be executed during
the opening algorithm.)

Designation Criterion 5 - Financial Integrity of Transactions. At this pomt the
Designated Clearing Orgammlwn has becn selected but no documentation or
explanations of the clearing programs have been prowdcd ‘These omissions affect a
number of issues, which may take some time to review after the missing information
is provided. At this point, it appears that the issues nvolved are substantive enough
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that conditional designation would be difficult or inappropriate. Some specific

questions based on what bas been received include:

a. The application states that members that engage in transactions with U.S.
customers must comply with CFTC minimum financial standards, but all other
members will be required to comply with the Exchange’s minimum capital
requirements (pg. 25), but these requirements are not spelled oul. Please explain
further. _

b. What criteria must members satisfy in order to be “Public Ordcr Mcmbers? Arc
all Public Order Members regulated entities, either hy the Commisston or by a
foreign regulatory entity? How will the Exchange issue an Exchange notice lo
members regarding specifying the criteria referred to in Section 3 before
designation?

¢. The Commission is familiar with SPAN, but not with TIMS. Can you provide
any comparison between TIMS and SPAN?

d. Why would the CFTC issue such a no objcction letter for a clearing member
applicant for which we are the primary regulator as stated on page 21 of the
apphcation?

e. What is the required clearing fund deposit for Nasdaq LIFFE clearing members?

f.  Under what conditions could the Exchange direct that a member that does nor
meet the criteria prescribe by the Exchange under Section 3.2.1, be allowed to
execule, carry and/or clear transactions for another member under Section 3.2.2 of
the Rules?

Designation Criterion 6 - Disciplinary Procedures. The rules specifically allow
discipline, suspension, expulsion, and summary disciplinary action (sce Scction 5).
This appears in order, except of course that the compliance contract is not yet in
place.

Designation Criterion 7 - Public Access to Rules, Regulations, and Contract
Specifications. No questions or comments at this time.

Designation Criterion 8 - Ability to Obtain Information. The application states
that the Exchange would scek the assistance of the Commission in obtaining matenal
data from other markets prior to such time as il is a signatory to intermarket
information-sharing agrcements. Would this intention be implemented pursuant to
any procedures or rules?

COMMON PROVISIONS
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DESIGNATION CORE PRINCIPLES

7. Core Principle 2 — Compliance with Rules.

a.

C.

We cannot adequately evaluate the application with respect to this core principle
until we have details of, and have seena demonstration of, how NASDR would
fulfill the Exchange’s SRO compliance responsibilitics. o o

Please clarify the following situation: Rule 5.1.2{a) says no onc can serve on a
Disciplinary Panel or Appeal Panel if he is a named party or the employer,
employee, fellow employce or affiliate of a party, if he has any significant
ongoing business rclationship with a party, or has a family relationship with a
party. Rulc 5.1.2(b) says that pancl members must disclosc any such contlicts to
the President of the Exchange pror to considering any matter involving a party
with whom a conflict exists, and Rule 5.1.2.A allows a party o request
disqualification of a panc} member on conflict grounds. These two parts of Rule
5.1 appear inconsistent—ihe first seems to be a mandatory bar o service on 2
panel if a conflict exists, while the second appears to allow such service if no
party objects. '

Would members’ phone calls with customers will be taped? Rule 3.23.5 says the
Exchange "may" require taping of phone conversations.

Is there an Exchange procedure to appeal a denial of membership?

Rule 2.2 defines Hearing Officer as an Exchange employce and an exchange
employce may be the prosecutor, how would the exchange handle prevent any
conflicts of interest in so that this would be a fair and adequate disciplinary
programn.

Please explain the refercnce to rule 4.4.13 found in Rule 5.3.A.1.

Does the right o counsel, afforded to the respondent under Rule 5.5.5, only cxist
at this stage of the proceeding? ' _ .
Under Rule 5.7.4, can members of the Hearing Pancl sit on the Appeals Panel?

1 ikewise may any other employec or member who has had a role earhier in the
disciplinary process be a member, of thc Appeals Panel.

IS

b Y4)
(5)(5)

A

Y
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The time for appointment of an Appeal Pancl of the Board and for their decision
is not specified. _

Rule 5.7.3 limits the grounds for an appeal from the decision of a disciplinary
pancl to five bases. The Commission’s rules have pot limited the bases for
appeal. Please cxplain this rule and how it is consistent with due process.

3. Care Principle 3 — Contracts Not Readily Subject to Manipulation.

a.

Requires a contract to fully analyze. Does the applicant follow the principles of
Guideline No. 1? Price limit fules in Scction 3.1 of ATS Trading Procedures
scem to give the Exchange very broad discretion. Does the Exchange have a

‘mechanism to determine the price limits? If so, what is this procedure or

algorithm? Would the Exchange disclose its procedure for determining pricc
limits to market participants? IIow do the price limit provisions conform to the
Comumission’s policy that any price limits not be “overly restriciive” relative to
cash price movements? 1 the applicant determines to trade a sceurities index
contract, is it aware of the guidelines established by the President’s Working
Group on Financial Markets’ pertaining to trading halts.

4. Core Principle 4 — Monitoring of Trading.

"
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£ Will Exchange provide guidelines/procedures for its officials in establishing any
alternate seitlement prices? In general, throughout the ATS trading procedures,
exchanges cimployees exercise broad discretion in determining price hmits,
settlcment prices, ctc. Will there be guidelincs, limts or restrictions, and wiil
records be kept detailing how that di scretion was excreised?

g. It is stated that “gencrally” officers and employees of the Exchange will be
prohibited from trading and “generally” will be prohibited from disclosing
material on-public material obtained in the course of their employment. What is
meant by “generally”?

h. Trading Procedure 4.3.4 permits the Exchange to provide non-pubiic information
on counter-party details to the compliance departments of the Members who are
party to the trades. Why docs the compliance department of the connterparty
need this information? How will the Exchange ensure that such information will
be kept confidential?

5. Corc Principle 5 — Positions Limitations or Accountability.
a.

b. NOTE. Since NASDAQ LIFFE docs not currently have a commodity contract
under consideration with its application Core Principle 5: Position i.imits or
Accouniability is not required to be approved as a contract market at this time.
However, depending on the commodity contract position limuts or accountabihty
rules may be required.

6. Corec Principle 6 - Emergency Authority.

a. Is the authority under Rulc 4.15.1, to restrict or suspend trading be used other than
in an emergency meant for physical emergencies only? (i.e. is the difference
between Rule 4.15 vs. 4.106 that Ruje 4.15 was meant to apply only to physical
emergencies, while 4.16 was meant 10 apply to other emergencics? Furthenmore,
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Trading Procedurc 3.5 allows two Exchange officials to suspend business in one
or raore contracts in case of an act of God or other event outside Exchange
control, or an A'TS technical failure, usually considered to be physical
emergencies, yet Trading Procedure 3.5 references its implementation pursuant to
Rule 4.16.

b. Will the Exchange document the emergency-action decision-making process and
thc reasons for taking an emergency action?

7. Core Principle 7 - Availability of General Information. The Exchange has not
indicated which ¢ommodity contracts it will trade, so it is not possible to evaluate.

8. Corc Principle 8 - Daily Publication of Trading Information. No questions or
comments al this time.

9. Core Principle 9 — Exccution of Transactivns. No questions or comments at this
time.

10. Core Principle 10 — Trade Information.
a. Please clarify what information the Trading System will require with respect to
orders.
i. Itis not clear what is required regarding the identify of the trader/user placing
the order, the Responsible Person and the customer. Trading Procedure 4.4.2
requires that order tickets—which would include paper order tickets as
required under Trading Procedure 4.4.1, or their electronic substitutes from
electronic systems for order routing or order management, as permitted under
Trading Procedure 4.5.1--must contain the following identifications: (1)
member; (2) individual submitting the order to the ATS, and the I''M under
which the order is submiited; (3) the individual completing the order ticket;
(4) the customer identification (a code is sufficient) [it is unclear whether this
is a customer account number or some other identificr}. However, the
application (p. 17) states that cach order entered into the systcm must contain
' the following identifications: (1) the ITM of the Responsible Person placing
the order [but not also the identity of the individual submitting the order, as
stated in Trading Procedure 4.4.2]; (2) the “account identifier” it is unclear
whether this is a customer account number or some other identitier|.

ii. The draft also previously stated -— but the application does not  that “orders
which do not contain all [this] information will be rejected and sent back to
the Member.” How incomplete can an cniry be before it is rejected?

iii. If the Rules and Trading Procedures govern on this issuc, rather than the
statements in the application, this should be so clarified.
_ Reference in Rule 3.22.2 should be “CFTC” (a defined term) not “Commission.”
¢. Itis not elcar from the application in what ways trade data will be able to be
searched.
J. Please clarify what is meant by “aggregation” of orders under Trading Procedure
4.11.5. For cxample, does aggregating orders conflict with the requirement of
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" Trading Procedure 4.4. that each order be recorded on a (paper or electronic)

order ticket, which identifics the customer for that order
The application notes time-stamping, will be necessary if the market is closed
when the order is received, or because a local network or system is temporanly

" unavailable, and that such orders must be entered into the system in the order

received (p. 16). Please clarify whether thesc are the only permissible reasons for
delay hetween order receipt and entry into the system (i.e., the only contexts in

‘which paper order tickets will be used). In particular, please clarify whether it

will be permissible to delay entening the order into the system in order to engage
in pre-negotiation. Also, Trading Procedure 4.4.1 does not mention time-
stamping an order ticket whenever the customer changes the order instructions. Is
this a mistake or, if not, please explain.

Would execution time for both sides of a transaction be obtaincd? Would
transactions be recorded in acceptablc increments of time?- This is no longer
clear.

(b)(57)

(DY)
(X5)

11. Core Principle 11 - Financial Integrity of Contracts.

a.

Rule 3.20 says current requirements for financial resources will be disseminated
as an Exchange Notice, but the rule does not spell them out. More information is
necessary for analysis of compliancc with this corc pnnciple.

Should Rules 8.2.3. and 8.3.1(f) also allow consultation with DTFs?

We cannot at present cvaluate whether Fxchange defauit procedurcs would
integrate with those of the OCC.

Would the Exchange have standards for acceptable custodians?

No analysis can be carricd out concermng whether the applicant has adequate
procedures and staff to momitor compliance with its financial standards and the
financial integrity of transactions executed on 1ts system.

It is not clear whether or not the Exchange itself will segregatc customer funds
from funds of intermediarnes.

12. Core Principle 12 Protection of Market Participants,

a.

Questions regarding pre-amranged trading procedures are included under
designation critenion 3, above.
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b. (5)(4)

_ : B} (5
¢. Plcase explain Rule 44, the cross-trading rule.

d. Under what circumstances would the Exchange conscnt to a member executing a
iransaction for an Exchange cmployee or carrying an account therefore as allowed
under Rule 2.8.17 _

e. Mecmbers may be located from abroad. In making a detenmination of whether an
applicant is fit and proper under Rule 3.1.4, the Exchange may “have regard to the
applicant’s approval by a competent foreign regulatory authority.” How will the
Exchange draw the line? _ _ .

£ Will the rules require that those foreign members who solicit orders from U.S.
person be registered with the CFTC? May anon-U.S. Clcaring member of the
Exchange transact business with U.S. customers (Rule 3.1 .5)?

g. Please provide an explanation of Rules 4.1.1 and 4.4.1. Also Rule 4.8.1.

h. A more detailed description of the trade practice surveiltance program is

necessary for review. i.e. ! @)%)
(b)(5)

i.  Our guestions regardmg average price trades, nnder Rule 4.18.1, are included
under Designation Criterion 3 (Fair and Equitable Tradmng).

J.  Under the bunched order rule, Rule 4.19(a), would the member be required to file
its pre-determined allocation system with the Exchange? Would the member be
required to keep this “record” for five years?

k. The application notes time-stampinyg will be necessary if the market is closed
when the order is received, or because a local network or system is temporanly
unavailable, and that such orders must be entered into the system in the order
received (p. 16). Are therc any other permissible reasons for delay between order
receipt and entry into the systcm (i.e., the only contexts in which paper order
tickets will be used)?

]. Trading Procedure 4.4.1 does not mention time-stamping an order ticket
whenever the customer changes the order instructions. Is this a mistake or what is
the explanation?

m. Under Rule 3.7.2, an Exchange official can bust a trade that he believes was made
at an unrepresentative price. Would any time Limit be placed on the time period in
which a request to break a trade could be made? To what extent must collateral
conseyucnces be taken into account before the decision to break a trade was
made?

13. Core Principle 13 - Dispute Resolhition.

a. Itis not completely clear whether arbitration is voluntary. Rule 6.1.1 slates that
members and their customers shall arbitrate if the customer agreements 50
provides, or at the customer’s option. This secms to suggest that
member/cuslomer agreements can contain mandatory arbitration clanses. Please
elabosate. If the intention is to permit membors to require thetr customers
agreements to provide for arbitration, how is this consistent with CFTC policy as
set out in the new regulatory framework, which does pot allow mandatory
arbitration of customer — member disputes. Sec proposed rule 166.5(b).

10
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As the agrecment between Nasdaq LIFFE LLC and NASDR has not been
received it is not yet possible to complete an evaluation of the application for
compliance with this core principle.

14. Core Principle 14 — Governance Fﬁncss Standards

&, !

by ¥y
() (5)

b. What is a “family relationship” such as to disqualify a person from service on a

.
d.

disciplinary pane! under Rule 5.1.2(a)av)?
Would any natural persons directly or indirectly bave more than a 10% interest?

(b))
()

15. Core Principle 15 — Con{licts of Interest.

Aa.

Rule 5.1.2{a) and 5.1.2(b) appcar inconsistent—the first seems to be a snandatory
bar to service on a panel if a conflict cxists, while the second appears to allow
such service if no party objects. Please clanfy.

Rule 2.8.2 prohibits an employee trom disclosing material non-public information
where “information disclosed may assist another person in trading any Exchange
contracts.” Such a rule would not appear to apply to commodity interests other
than exchange contracts. Please explain.

Please explain the need for Rule 7 8.4. Under what circumstances would an
exemption be grantcd? Why is (b) limited to not having access in the course of
his employment versus having actu al access even if it were not obtained per se in
the course of his employment? ; .

()(4)
(6)(5)

16. Core Principle 16 — Composition of Boards. Unless members gain an ownership

interests, no consideration of this core principle is necessary.

17. Core Principle 17 ~ Recordkeeping.

11
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a. Will the Exchange keep Commission-required records separate from other records
and keep back-up records at separate locations for the requisite time period?
Where will the records be kept? Under what legal entity will they be kept?

b. Will the Exchange provide to the Commission upon its request, at the Exchange’s
expense, either immediate hard copy records or machine-readablc copies of any
records on storage media in a format and coding structure specified by the
Commission?

¢. Will the Exchange make available to the Commission or the Department of
Justice immediately upon request: a means to review all records; an index of all
records; the storage media; the audit system and its results; current information

_neccssary to access records and indexes; and information from any technical
consultant necessary to download information on the applicant’s storage media to
a medium acceptable under Regulation 1.31 (or, in the alternative, place in escrow
and maintain a copy of the format of the media, the file format of all different
information types maintainced on the media, and the source code, documentation,
and information necessary to access records and indexes maintained on the
media)?

d. The Exchange’s rule should be amended to allow information to be disclosed, and
books and records open for inspection, Lo the Department of Justice. See, e.g.
Rules 2.4.1 and 3.2.5.

e. What aboul access to records in the UK.? The Exchange facilities will be located
in London but “will be accessible by the CFTC and other appropriate authorities™.
Please explain “accessible”? Please explain other appropriate authorities, e.g.,
DOJ and SEC. Will the Exchange give CFTC unfettered access to all Exchange
facilities?

f. The above questions concern whether or how the Exchange’s recordkeeping
practices conform to Commission regulation 1.3 1

g. Will the Exchange make and keep records regarding the steps taken by the
Exchange pursuant to Trading Procedure 3.2 to determine the settlement price,
¢.g., how a particular settlement pricc was calculated?

h. Under Rule 3.7.2, an Exchange official can bust a tradc that he believes was made
at an unrepresentative price. Would the reasons be in writing and such record
kept?

i. No information has been provided regarding where Commission-required records
and back-up records would be kept, or of maintenance of an original index and a
duplicate of all records.

j. Information on any electronic storage of records has not provided.

18. Core Principle 18 — Antitrust Cobsiderations. No questions or comments at this
timne.
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